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(ii) Under these facts, Employer A is not 
permitted to apply the method of allocation 
in paragraph (c)(2)(ii) of this section, because 
none of its qualified separate lines of busi-
ness satisfies the 50 percent requirement in 
paragraph (c)(3)(ii) of this section.

Example 2. The facts are the same as in Ex-
ample 1, except that, after allocating all re-
sidual shared employees to the ski equip-
ment line of business, the software, ski 
equipment and health food supplier lines of 
business each would satisfy the statutory 
safe harbor of § 1.414(r)–5(b), and that the real 
estate development line of business would 
satisfy the minimum or maximum benefits 
safe harbor of § 1.414(r)–5(g). Under these 
facts, Employer A is permitted to apply the 
method of allocation in this paragraph (c)(2) 
to allocate all its residual shared employees 
to the ski equipment line of business, be-
cause the employee assignment percentage 

of the ski equipment line of business exceeds 
25 percent and each qualified separate line of 
business satisfies either the statutory safe 
harbor of § 1.414(r)–5(b) or the minimum or 
maximum benefits safe harbor of § 1.414(r)–
5(g).

Example 3. (i) The facts are the same as in 
Example 1, except that, Employer A chooses 
not to satisfy the minimum or maximum 
benefits safe harbor of § 1.414(r)–5(g). Instead, 
Employer A combines the real estate devel-
oper and ski equipment manufacturer into a 
single line of business. As a result, Employer 
A has three qualified separate lines of busi-
ness as determined under § 1.414(r)–1(b). As-
sume that no residual shared employee be-
comes a substantial-service employee as a 
result of the new combination. Employer A’s 
substantial-service employees are assigned 
among Employer A’s qualified separate lines 
of business as follows:

Software 
developer Health food 

Real estate/
ski 

equipment 

Substantial-Service Employees ............................................................................... 2,500 1,000 6,500 
Percentage Assigned to QSLOB ............................................................................ 25% 10% 65%

(ii) Under these facts, Employer A is per-
mitted to apply the method of allocation in 
this paragraph (c)(2) to allocate all its resid-
ual shared employees to the combined real 
estate development and ski equipment man-
ufacturing line of business, because more 
than 50 percent of Employer A’s substantial-
service employees that are taken into ac-
count for the first testing day are assigned 
to that qualified separate line of business.

Example 4. (i) The facts are the same as in 
Example 1, except that, of the remaining 
11,000 employees of Employer A, 10,000 em-
ployees are substantial-service employees 
who are collectively bargained employees. 
Pursuant to paragraph (b) of this section, 
the 10,000 substantial-service employees and 
the 10,000 substantial-service employees who 
are collectively bargained employees are as-
signed among Employer A’s qualified sepa-
rate lines of business as follows:

Software 
developer Health food Real estate Ski 

equipment 

Substantial-Service Employees .................................................... 2,500 1,000 2,500 4,000 
Percentage of total substantial-service employees assigned to 

QSLOB ...................................................................................... 25% 10% 25% 40% 
Substantial-Service Employees (including collectively bargained 

employees) ................................................................................ 2,500 1,000 2,500 14,000 
Percentage of total employees (including collectively bargained 

employees) assigned to QSLOB ............................................... 12.5% 5% 12.5% 70%

(ii) Thus, the ski equipment line of busi-
ness satisfies the 25-percent threshold in 
paragraph (c)(2)(iv) of this section. In addi-
tion, the ski equipment’s percentage of sub-
stantial-service employees is at least 60 per-
cent when taking into account substantial-
service employees who are collectively bar-
gained employees and therefore satisfies the 
requirement under paragraph (c)(2)(iv)(B) of 
this section. Under these facts, Employer A 
is permitted to apply the method of alloca-
tion in this paragraph (c)(2) to allocate all 

its residual shared employees to the ski 
equipment line of business.

(3) Pro-rata method of allocation—(i) In 
general. Under the method of allocation 
in this paragraph (c)(3), all residual 
shared employees are allocated among 
an employer’s qualified separate lines 
of business in proportion to the em-
ployee assignment percentage of each 
qualified separate line of business, as 
determined under paragraph (c)(2)(iii) 
of this section. 
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(ii) Allocation procedure. The proce-
dure for allocating residual shared em-
ployees under the method in this para-
graph (c)(3) is as follows— 

(A) The number of highly com-
pensated residual shared employees 
who are allocated to each qualified sep-
arate line of business is equal to the 
product determined by multiplying the 
total number of highly compensated re-
sidual shared employees of the em-
ployer by the employee assignment 
percentage determined with respect to 
the qualified separate line of business 
under paragraph (c)(3)(i) of this sec-
tion; 

(B) The number of nonhighly com-
pensated residual shared employees 
who are allocated to each qualified sep-
arate line of business is equal to the 
product determined by multiplying the 
total number of nonhighly com-
pensated residual shared employees of 
the employer by the employee assign-
ment percentage determined with re-
spect to the qualified separate line of 
business under paragraph (c)(3)(i) of 
this section; 

(C) For purposes of this procedure, 
the employer is permitted to determine 
which highly compensated residual 
shares employees and which nonhighly 
compensated residual shared employ-
ees are allocated to each qualified sep-
arate line of business, provided that 
the required number of highly and non-
highly compensated residual shared 
employees are allocated to each quali-
fied separate line of business. 

(iii) Examples. The following example 
illustrates the application of the meth-
od of allocation in this paragraph 
(c)(4).

Example 1. The facts that are the same as 
in Example 1 under paragraph (c)(2)(v) of this 
section except that there are no additional 
residual shared employees after the first 
testing day. Of Employer A’s 1,000 residual 
shared employees, 800 are highly com-
pensated employees and 200 are nonhighly 
compensated employees. Employer A applies 
the pro-rata method of allocation in this 
paragraph (c)(3). Under these facts, the 1,000 
residual shared employees are allocated 
among Employer A’s qualified separate lines 
of business as follows:

Software 
developer Health food Real estate Ski equipment 

Substantial-Service Employees ............................................ 2,500 1,000 2,500 4,000 
Percentage Assigned to QSLOB (‘‘employee assignment 

percentage’’) ...................................................................... 25% 10% 25% 40%
Residual Shared HCEs ......................................................... 200 80 200 320
Allocated to QSLOB .............................................................. (25%X800) (10%X800) (25%X800) (40%X200) 
Residual Shared NHCEs ...................................................... 50 20 50 80
Allocated to QSLOB .............................................................. (25%X200) (10%X200) (25%X200) (40%X200) 

(4) HCE percentage ratio method of 
allocation—(i) In general. Under the 
method of allocation in this paragraph 
(c)(4), all residual shared employees are 
allocated among an employer’s quali-
fied separate lines of business accord-
ing to the highly compensated em-
ployee percentage assignment ratio of 
each qualified separate line of business. 

(ii) Highly compensated employee per-
centage assignment ratio. For purposes 
of this paragraph (c)(4), the highly 
compensated employee percentage as-
signment ratio of a qualified separate 
line of business is the fraction ex-
pressed as a percentage)— 

(A) The numerator of which is the 
percentage of all employees who have 
previously been assigned to the quali-
fied separate line of business under this 

section with respect to the testing year 
who are highly compensated employ-
ees; and 

(B) The denominator of which is the 
percentage of all employees who have 
previously been assigned to any quali-
fied separate line of business under this 
section with respect to the testing year 
who are highly compensated employ-
ees. 

Thus, the highly compensated em-
ployee percentage assignment ratio of 
each of the employer’s qualified sepa-
rate lines of business is recalculated 
each time a residual shared employee 
is allocated to a qualified separate line 
of business under this paragraph (c)(5). 

(iii) Allocation procedure. The proce-
dure for allocating all residual shared 
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employees under the method in this 
paragraph (c)(4) is as follows— 

(A) If there are any qualified separate 
lines of business with a highly com-
pensated employee percentage assign-
ment ratio of less than 50 percent (as 
determined immediately before the em-
ployee is allocated to a qualified sepa-
rate line of business), the highly com-
pensated residual shared employee 
must be allocated to one of these quali-
fied separate lines of business; 

(B) If there are any qualified separate 
lines of business with a highly com-
pensated employee percentage assign-
ment ratio of greater than 200 percent 
(as determined immediately before the 
employee is allocated to a qualified 
separate line of business), the non-
highly compensated residual shared 
employee must be allocated to one of 
these qualified separate lines of busi-
ness; 

(C) If there are no qualified separate 
lines of business with a highly com-
pensated employee percentage assign-
ment ratio less than 50 percent, a high-
ly compensated residual shared em-
ployee may be allocated to any quali-
fied separate line of business with a 
highly compensated employee percent-
age assignment ratio of no more than 
200 percent, provided that the employ-
ee’s allocation to the qualified separate 
line of business does not cause its high-
ly compensated employee percentage 
assignment ratio to exceed 200 percent 
(as determined immediately after the 
employee is allocated to the qualified 
separate line of business); 

(D) If there are no qualified separate 
lines of business with a highly com-
pensated employee percentage assign-
ment ratio greater than 200 percent, a 
nonhighly compensated residual shared 
employee may be allocated to any 
qualified separate line of business with 
a highly compensated employee per-
centage assignment ratio of no less 
than 50 percent, provided that the em-
ployee’s allocation to the qualified sep-
arate line of business does not cause its 
highly compensated employee percent-
age assignment ratio to fall below 50 
percent (as determined immediately 
after the employee is allocated to the 
qualified separate line of business); 

(E) For purposes of this procedure, 
the employer is permitted to determine 

which highly compensated residual 
shared employees and which nonhighly 
compensated residual shared employ-
ees are allocated to each qualified sep-
arate line of business, provided that 
the requirements of this paragraph 
(c)(4)(iii) are satisfied. 

(5) Small group method—(i) In general. 
Under the method of allocation pro-
vided for in this paragraph (c)(5), each 
residual shared employee is allocated 
to a qualified separate line of business 
chosen by the employer. This method 
does not apply unless all of the require-
ments of paragraphs (c)(5)(ii), (iii), and 
(iv) of this section are satisfied. 

(ii) Size of group. The total number of 
the employer’s residual shared employ-
ees allocated under this paragraph (c) 
must not exceed three percent of all of 
the employer’s employees. For this 
purpose, the employer’s employees in-
clude only those employees taken into 
account under paragraph (c)(2)(iii)(B) 
of this section. 

(iii) Composition of qualified separate 
line of business. The qualified separate 
line of business to which the residual 
shared employee is allocated must 
have an employee assignment percent-
age under paragraph (c)(2)(iii) of this 
section of at least ten percent. In addi-
tion, the qualified separate line of busi-
ness to which the residual shared em-
ployee is allocated must satisfy the 
statutory safe harbor under § 1.414(r)–
5(b) after the employee is so allocated. 

(iv) Reasonable allocation. The alloca-
tion of residual shared employees 
under the small group method provided 
for in this paragraph (c)(5) must be rea-
sonable. Reasonable allocations gen-
erally include allocations that are 
based on the level of services that the 
residual shared employees provide to 
the employer’s qualified separate lines 
of business, the similar treatment of 
similarly situated residual shared em-
ployees, and other bona fide business 
criteria; in contrast, an allocation that 
is designed to maximize benefits for se-
lect employees is not considered a rea-
sonable allocation. For example, allo-
cation of all residual shared employees 
who work in the same department, or 
at the same location, to the same 
qualified separate line of business 
would be an indication of reasonable-
ness. However, allocation of a group of 

VerDate Jan<31>2003 08:35 Apr 11, 2003 Jkt 200085 PO 00000 Frm 00751 Fmt 8010 Sfmt 8010 Y:\SGML\200085T.XXX 200085T


